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E.O. 11652: GDS 

TAGS: EGEN, EAID, CB 

SUB J : HYPERINFLATION IN CAMBODIA 

SECSTATE PASS NSC, SECDEF, CJCS 

FOR STATE/AID 

REF: A. PHNOM PENH 10563 F. PHNOM PENH 8998 

B. PHNOM PENH 1 1652 G. PHNOM PENH 8857 

C. PHNOM PENH 1 1746 H. PHNOM PENH 1809 

D. PHNOM PENH 9963 

E. PHNOM PENH 9249 

1. NO SINGLE FACTOR CURRENTLY PRESENTS A MORE DANGEROUS 
CHALLENGE TO THE COUNTRY'S SURVIVAL THAN CAMBODIA'S EXTRAORDINARY 
INFLATION, NOW RUNNING AT AN ANNUAL RATE OF SOME 275 PERCENT 

FOR THE PHNOM PENH WORKING CLASS. PREVIOUS MESSAGES HAVE REPORTED 

THE ACCELERATION OF PRICES (REFTELS). SPIRALING PRICES ARE 

CAUSING A MOUNTING WAVE OF ARMED ROBBERIES, LOOTING BY SOLDIERS, 

CIVILIAN AND MILITARY CORRUPTION OF EVERY KIND; REPORTS 

ARE COMMONPLACE OF DEMORALIZATION IN THE ARMY, WHERE SOLDIERS' 

PAY IN REAL TERMS IS NOW ONLY HALF OF WHAT IT WAS A YEAR AGO; 
DEMONSTRATIONS BY TEACHERS AND STUDENTS ARE A FUTURE, POTENTIALLY 
SECRET 
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EXPLOSIVE THREAT. 

2. PART I OF THIS MESSAGE ANALYZES THE CAUSES OF HYPERINFLATION; 

PART II DETAILS THE ACTIONS WE PROPOSE; 
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PART III DISCUSSES THE ROLE OF THE IMF, TIMING AND EXECUTION. 

PART I : WHY ARE PRICES RISING SO FAST? 

3. CERTAINLY NOT RPT NOT ONLY BECAUSE OF THE BUDGET DEFICIT AND 
THE INCREASE IN MONEY SUPPLY. COUNTERPART RECEIPTS HAVE BEEN 
CONSIDERABLE, AND DUE TO A FAIR PERFORMANCE IN RAISING PRICES ON 
RICE, ELECTRICITY, WATER AND PETROLEUM, AND IN DEVALUING THE RIEL, 
OVERALL GOVERNMENT RECEIPTS WILL INCREASE SUBSTANTIALLY THIS YEAR. 
WE NOW ESTIMATE THE YEAR TO YEAR INCREASE IN THE MONEY SUPPLY AT 

35 PERCENT. DOWN FROM 41 PERCENT IN CALENDAR 1972 AND 50 PERCENT 
IN CALENDAR 1971; THIS IMPROVEMENT IS DUE ESSENTIALLY TO INCREASED 
COUNTERPART RECEIPTS. 

4. INCREASED VELOCITY OF CIRCULATION, WHICH WE HAVE NO WAY OF 
MEASURING DIRECTLY, MAY ALSO BE A FACTOR. JUST AS PRICES LAGGED 
BEHIND MONEY SUPPLY IN THE FIRST YEARS OF THE WAR (THE ECONOMY MAY 
HAVE BEEN UNDERMONETIZED IN THE 1960S), THERE NOW MAY BE A FLIGHT 
FROM MONEY TO GOODS. THE PERCEIVED PHENOMENON, HOWEVER, IS THAT 
PRICES ARE RISING SO RAPIDLY THAT ORDINARY PEOPLE MUST SPEND THEIR 
MONEY IMMEDIATELY TO SURVIVE, AND CAN KEEP NO CASH BALANCES. THUS 
IF THE VELOCITY OF CIRCULATION 

IS INCREASING (AS IT ALMOST SURLEY IS). IT IS PROBABLY 

NOT AN INDEPENDENT VARIABLE; THE ROOT CAUSE OF THE INFLATION 

IS ELSEWHERE. 

5. THAT CAUSE, WE BELIEVE IS THE SHARP DECREASE IN THE SUPPLY 

OF GOODS AVAILABLE FOR PURCHASE. AS THE GKR HAS LOST GROUND IT HAS 
LOST PRODUCTION. THE LOSSES THIS YEAR (ROUTES 6 AND 7, ROUTES 2 
AND 3, ALL AROUND PHNOM PENH, KOMPONG SPEU AND DOWN T JMEKONG, 

THE WHOLE KOMPONG CHAM AREA) HAVE BEEN PARTICULARLY DAMAGING. THE 
GKR HAS NOT ARRIVED TO A POINT WHERE IT CONTROLS ONLY A SMALL 
POPULATION OF PRODUCERS; THE OVERWHELMING MAJORITY OF ITS CITIZENS 
ARE ON THE GOVERNMENT PAYROLL OR IN REFUGEE STATUS. IN FIGURES THE 
GKR MAY CONTROL 4 MILLION PEOPLE; 315,000 ARE ON THE GOVERNMENT 
PAYROLL, AND THESE IN TURN SUPPORT ANOTHER MILLION DEPENDENTS. 

OF THE REMAINING 2.6 MILLION AT LEAST HALF ARE CHILDREN, WITH 
SECRET 
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LITTLE ECONOMIC OUTPUT; AT LEAST HALF A MILLION OF THE ADULTS ARE 
IN REFUGEE STATUS. ALSO WITH LITTLE ECONOMIC OUTPUT. THE ECONOMY 
MAY REST ON A FULLY EMPLOYED LABOR FORCE OF NOT MANY 
MORE THAN A HALF MILLION. 

6. PRICES REFLECT THIS DEGRADATION STRIKINGLY. PRICES IN RIEL OF 
IMPORTED GOODS ARE UP PERHAPS 85 PERCENT OVER A YEAR AGO (24 
PERCENT IN DOLLAR TERMS, AND 61 FOR RIEL DEVALUATION). BUT ALMOST 
EVERY DOMESTICALLY PRODUCED ITEM IS UP MUCH MORE: DRIED FISH BY 
261 PERCENT; PORK BY 231 PERCENT; CHICKENS BY 178 PERCENT; RICE (IN 
BATTAMBANG) BY 123 PERCENT; VEGETABLES BY 275 PERCENT; WOOD AND 
CONSTRUCTION MATERIALS BY COMPARABLE OR GREATER PERCENTAGES. 
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7. DEMAND PATTERNS, TO THE EXTENT WE CAN ESTIMATE THEM, ALSO 
REFLECT THE DEGRADATION OF DOMESTIC PRODUCTION. WITH CONTINUING 
INCREASES IN MONEY SUPPLY, THE FLIGHT FROM MONEY INTO GOODS, AND 
THE RELATIVE CHEAPNESS OF IMPORTS VIS-A-VIS DOMESTIC GOODS, ONE 
MIGHT EXPECT AN IMPORT BOOM. IN FACT IMPORTS HAVE REMAINED CONSTANT. 
IMPORT LICENSES GRANTED TOTALLED $89 MILLION IN JANUARY/OCTOBER 1973, 
AND WE PROJECT THEM TO $1 10 MILLION FOR THE WHOLE YEAR, AS 
AGAINST $96 MILLION FOR THE WHOLE YEAR OF 1972. ALLOWING FOR THE 
DEPRECIATION OF THE DOLLAR AND FOR DOLLAR PRICE INCREASES, THE 
TOTAL OF LICENSES GRANTED IN REAL TERMS APPEARS TO HAVE DECLINED 
SOMEWHAT. BUT IF WE ALSO TAKE INTO ACCOUNT THE ADMINISTRATIVE 
BAFFLES TO IMPORTING (PARTICULARLY THE INFORMAL SYSTEM OF 
RATIONING CIP FUNDS), IT WOULD APPEAR THAT IMPORT DEMAND EXCEEDS 
REALIZED IMPORTS. IF ONE ADDS TO LICENSED IMPORTS UNREALIZED 
LICENSE APPLICATIONS FOR CIP FUNDS (NOT ALL OF WHICH ARE SERIOUS), 

THE TOTAL COMES TO AN ESTIMATED $120 MILLION FOR 1973, ABOUT EAUAL 
IN REAL TERMS TO THE 1972 TOTAL. IT IS NOTEWORTHY ALSO THAT THERE 
HAS BEEN A CONTINUING ABSENCE OF PRESSURE ON THE EXCHANGE RATE 
IN THE EXCHANGE SUPPORT FUND/NO VEAU MARCHE, WHICH HAS PERMITTED 
THE GKR AND IMF RESIDENT REPRESENTATIVE TO KEEP THE EXCHANGE RATE 
OVERVALUED THROUGHOUT THE YEAR. 

IM WHAT THE GKR IS EXPERIENCING IS THUS AN ACUTE INFLATIONARY/ 
DEPRESSIVE SPIRAL. AS THE SUPPLY OF DOMESTICALLY PRODUCED AGRICUL- 
TURAL AND FOREST PRODUCTS HAS DROPPED, CONSUMERS HAVE HAD TO DEVOTE 
A LARGER PART OF THEIR INCOMES TO THEM. ONE CONSEQUENCE HAS BEEN 
THE EXTRAORDINARY PRICE INCREASES OF THESE ITEMS. ANOTHER IS THAT 
DEMAND FOR DOMESTICALLY PRODUCED INDUSTRIAL GOODS APPEARS TO HAVE 
SECRET 
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STAGNATED, SO THAT PRODUCTION IN THIS AREA MAY HAVE ALSO FALLEN. 

A THIRD CONSEQUENCE IS THAT IMPORT DEMAND, BOTH FOR FINISHED GOODS 
AND FOR INDUSTRIAL INPUTS, HAS ALSO REMAINED STATIONARY. WITHOUT 
THE DEMAND PULL, THE EXCHANGE RATE HAS DEPRECIATED LESS RAPIDLY 
THAN DESIRED, AND OUR STRATEGY OF USING EXPANDED IMPORTS TO 
DAMPEN INFLATION HAS BEEN LESS EFFECTIVE THAN EXPECTED. 

PART II. WHAT SHOULD BE DONE. 

9. THERE WILL BE NO EASY WAY OUT OF THE SPIRAL. EVEN IF THE GKR 
LOSES NO MORE PRODUCTIVE LAND THIS DRY SEASON (AND THAT IS 
OBVIOUSLY A HEROIC ASSUMPTION), AGRICULTURAL AND FORESTRY SUPPLY 
WILL RESPOND ONLY SLOWLY TO PRICE STIMULUS: THERE ARE SIMPLY 
NOT ENOUGH 

SECRET 
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INFO OCT-01 ISO-OO /031 W 

005488 
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FM AMEMBASSY PHNOM PENH 

TO SECSTATE WASHDC 4014 

INFO AMEMBASSY BANGKOK 

AMEMBASSY SAIGON 

CINCPAC 
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SECRET SECTION 2 OF 5 PHNOM PENH 13325 
EXDIS 

PRODUCERS IN SECURE AREAS FORMIHE SUPPLY REACTION TO COME 
QUICKLY. MEANWHILE ON THE DEMAND SIDE THERE WILL 
BE PLENTY OF FUEL FOR FURTHER INFLATION: CONTINUING BUDGET DEFICITS, 
FURTHER INCREASES IN VELOCITY OF CIRCULATION OF MONEY AS THE 
MEMENTUM OF RISING PRICES PRESSES FURTHER ON CASH BALANCES, 
CONTINUING STAGNATION IN THE IMPORT AND INDUSTRIAL AREAS, AND 
THUS LAGGING ABSORPTION OF INCREASES IN THE MONEY SUPPLY. 

10. WE SHOULD NOT LOOK SIMPLY TO GROSS INCREASES IN THE INPUT OF 
U.S. RESOURCES AS THE ANSWER TO THIS PROBLEM. "STUFFING THE 
ECONOMY WITH IMPORTS" IS NOT PRACTICAL IN A SITUATION IN 
WHICH SO FEW OF THE IMPORTS WE CAN PROVIDE SUBSTITUTE FOR THE 
LACKING DOMESTICALLY PRODUCED GOODS THE KHMER DESIRE. MOREOVER, 
WE ARE NOT AT ALL CERTAIN THAT ORGANIZATION OF SHARPLY INCREASED 
IMPORT VOLUMES (WHICH WOLD PROBABLY REQUIRE RETAINING AHIGHLY 
OVERVALUED EXCHANGE RATE) WOULD YIELD MORE ABSORPTION THAN THE 
OPPOSITE STRATEGY OF CURRENT FUNDING REQUIREMENTS AND DRASTICALLY 
SHIFTING EXCHANGE RATE LEVELS. THAT DOES NOT MEAN THAT CIP 
REQUIREMENTS WILL NOT INCREASE; THEY WILL, DUE TO HIGHER POL 
COSTS, DOLLAR DEVALUATION, OTHER PRICE INCREASES, AND PL 480 
FREIGHT REQUIREMENTS. IT DOES MEAN THAT WE SHOULD NOT TRY TO 
INCREASE THE VOLUME OF IMPORTS OTHER THAN RICE. 

1 1 . REQUIRED IS A SERIES OF INTERRELATED ACTIONS ON BOTH SUPPLY 
SECRET 
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AND DEMAND, TO INCLUDE AT LEAST SOME MEASURES TO STIMULATE AND 
REDIRECT DEMAND. WE SHOULD: 

(A) TRY TO CREATE A DEFLATIONARY SHOCK BY DRASTICALLY LOWERING THE 
PRICE OF RICE ON THE OPEN MARKET. AT PRESENT THE OFFICIAL PRICE 
OF THE STANDARD GRADE OF RICE (NO. 1/50) IS 5000 RIELS A SACK. 

PERHAPS SOME 800,000 PERSONS CAN BUY AT THAT PRICE. THE MARKET 
PRICE IS 13,000 RIELS A SACK IN PHNOM PENH, AND PERHAPS AS MANY 
AGAIN MAY BE BUYING AT THAT LEVEL. AS RICE DELIVERIES BUILD UP WE 
SHOULD INCREASE DISTRIBUTIONS UNTIL THE PRICE FALLS TO 9,000 A 
SACK (THE PHNOM PENH EQUIVALENT OF THE PRICE WE ESTIMATE THE GKR 



Declassified/Released US Department of State EO Systematic Review 30 JUN 2005 




Declassified/Released US Department of State EO Systematic Review 30 JUN 2005 



WILL HAVE TO PAY TO CLEAR THE MARKET AT BATTAMBANG AND OBTAIN THE 
ESTIMATED 50 TO 60,000 TONS AVAILABLE THERE IN EARLY 1974 FOR 
EXPORT TO PHNOM PENH). QTE FLOODING THE MARKET UNQTE MAY REQUIRE AS 
MUCH AS 40,000 TONS OF RICE (3'8.E. TO ENABLE 400,000 FAMILIES TO 
STOCK A 100 KILOGRAM SACH EACH. THE 40,000 TONS WOULD NOT RPT NOT 
BE WHOLLY ADDITIONAL, HOWEVER, AS DISTRIBUTIONS WOULD TEND TO TAPER 
OFF LATER ON. NET ADDITION TO CY 1974 RICE REQUIREMENS (NOW 
ESTIMATED AT 215,000 TONS PLUS 50,000 FOR REPAYING LOANS) MIGHT 
BE 20,000 TONS. WE RECOGNIZE THAT THE GOAL OF ACHIEVING A 90-DAY 
STOCK (WE HAVE 20 DAYS AS OF 25 NOVEMBER) AND THE FLOOD THE 
MARKET OPERATION ARE COMPETITIVE; LATTER SHOULD BE UNDERTAKEN 
ONLY WHEN 60 DAYS OF STOCK ARE REACHED (PROBABLY EARLY JANUARY). 

NO DOUBT SOME OF THE ADDITIONAL RICE WOULD FIND ITS WAY INTO KC 
HANDS. WE KNOW NO WAY OF PREVENTING SUCH LEAKAGE. HOWEVER, 

HIGH OFFICIAL PRICES WILL WORK TO LIMIT THE QUANTITIES INVOLVED, 

AND WE WILL TRY TO IMPROVE CONTROLS IN THE DISTRIBUTION SYSTEM. 

(B) RAISE THE RICE PRICE FROM 5,000 PER SACK OF NO. 1/50 TO 8,000 
RIELS, COMPENSATING BY INCREASING COST OF LIVING ALLOWANCES FOR 
CIVIL SERVANTS AND MILITARY OTHER THAN INTERVENTION FORCES 

BY 1,800 RIELS A MONTH (INTERVENTION FORCES WILL BE ON THE FREE 
RICE REGIME ON DECEMBER FIRST). THIS INCREASE SHOULD CUT BACK 
THE CORRUPTION IN CIVILIAN AND RICE DISTRIBUTION NETWORK; 

IT WOULD RESULT IN A NET ANNUAL MONETARY ABSORPTION OF 700 
MILLION RIELS (5.8 BILLION RIELS FOR THE INCREASED PROCEEDS OF 
RICES SALES LESS 5.08 BILLION FOR THE COST OF LIVING INCREASE). 

IN ORDER TO KEEP THE INCENTIVE TO SEVE IN INTERVENTION FORCES. 

THE NET GAIN SHOULD BE SPENT FOR AN INCREASE IN THE PRIM D INTER- 
VENTION OF 500 RIELS PER HEAD PER MONTH FOR A TOTAL OF 2,000. 

SECRET 
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(C) PROVIDE OVER AND ABOVE THE COST OF LIVING ADJUSTMENT FOR RICE 
A SIMULTANEOUS 15 PERCENT ADDITIONAL SALARY INCREASE TO ALL 
GOVERNMENT EMPLOYEES. CIVILIAN AND MILITARY, FOR A TOTAL NET 
ANNUAL COST OF 6.1 BILLION RIELS. THE INCREASE SHOULD ALSO TAKE 
EFFECT AT THE START OF THE YEAR. IF OUR ANALYSIS IS CORRECT, 

IT SHOUD ENABLE THE HARD PRESSED CIVIL SERVANTS AND SOLDIERS 
TO RECONSTITUTE CASH BALANCES, PROVIDED IT WERE GRANTED IN THE 
CONTEXT OF SHARP DOWNWARD PRESSURE ON RICE PRICES, WHICH 
MIGHT PROVOKE OTHER PRICES TO FALL. THIS IS THE MOST CHANCY 
MEASURE IN THE PACKAGE; IF WE CALCULATE RIGHT, IT COULD ALSO 
BE THE MOST IMPORTANT POLITICALLY. 

(D) ELIMINATE THE CONSTRAINTS ON IMPORT DEMAND BY (I) REDUCING 
THE DEPOSIT REQUIREMENT ON ESF PURCHASES FROM 300 PERCENT TO 100 
PERCENT; (88) EASING CREDIT RESTRAINTS ON IMPORTS TO PERMIT BANK 
FINANCING OF APPROVED IMPORTS; AND (III) REMOVING THE INFORMAL 
LICENSING SYSTEM NOW PRACTICED BY SONEXIM. 

(E) STIMULATE INVESTMENTS WHICH WILL YIEDL AN IMMEDIATE RETURN 
IN DOMESTIC AGRICULTURE, FORESTRY, AND INDUSTRY BY (I) WAIVER OF 
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IMPORT DEPOSITS, (II) IMPORT LICENSING PRIORITY, AND (III) 
LIBERAL CREDIT AT LOW INTEREST. THESE 

SECRET 
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WOULD BE INVESTMENTS WHICH WOULD YIELD A RETURN IN ADDITIONAL 
PRODUCTION IN LESS THAN A YEAR; THEY WOULD INCLUDE SUCH ITEMS 
AS AGRICULTURAL PUMPS, FARM MACHINERY, TIMBER EQUIPMENT AND 
CERTAIN INDUSTRIAL MACHINERY. 

(F) ACT PROMPTLY TO CREATE THE REFUGEE RESETTLEMENT COMMISSARI- 
AT GENERAL (PHNOM PENH 10563/01 1245Z OCT 73) ASSISTED BY SIX AID 
ADVISERS AND A FUND ALLOCATION OF AT LEAST $8 MILLION THIS 
FISCAL YEAR. THE PURPOSE OF THIS PROGRAM WOULD BE AS MUCH 
ECONOMIC AS HUMANITARIAN; IT WOULD PROVIDE EMPLOYMENT AND ADDED 
AGRICULTURAL PRODUCTION AS WELL AS HOUSING 

D RESETTLEMENT. 

(G) MAINTAIN THE VOLUME OF CIP-FINANCED IMPORTS AT THE FY 1973 
LEVEL. THIS WILL REQUIRE THE LEVEL OF AID FOR 1974 TO BE $125 
MILLION WHICH HOWEVER CAN DRAW ON ON PRIOR YEAR FUND PIPELINE 
OF $22 MILLION. NEW OBLIGATIONAL AUGHORITY THEREFORE IS $103 
MILLION OR $28 MILLION MORE THAN ORIGINALLY REQUESTED OF THE 
CONGRESS. THIS LEVEL IS NEEDED TO FINANCE THE FOLLOWING: 

IN MILLIONS 

COMMODITY IMPORT PROGRAM (CIP) $97.7 
EXCHANGE SUPPORT FUND 1 8.3 

REFUGEES RELIEF AND RESETTLEMENT 8.0 
SECRET 
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TECHNICAL SUPPORT 1.0 
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$125.0 

THE CIP LEVEL INDICATED IS NECESSARY TO ACCOMMODATE (A) THE COST 
OF PL 480 FREIGHT WHICH WILL TOTAL $23.8 MILLION FOR THE FY AND 
NOT INCLUDED IN THE PROGRAM ORIGINALLY, AND; (B) POL TOTALLING 
$21.3. THIS COMPARES TO ONLY $4.7 MILLION POL LICENSED IN FY 73 
DUE TO LICENSING IN EXCESS OF NEEDS IN FY 72. THE POL AMOUNT FOR 
FY 74 ALSO REFLECTS A 70 PERCENT INCREASE IN THE COST OF PRODUCT 
PLUS A 35 PERCENT INCREASE IN COST OF FREIGHT. BUT IT ALSO IS 
PROJECTED FOR THE LAST HALF OF FY 74 ON THE BASIS OF CONSERVATION 
MEASURES ACHIEVING A 25 PERCENT REDUCTION IN USE; (C) PUBLIC 
SECTOR ALLOCATIONS FOR COMMODITIES FOR LOGISTICAL ENHANCEMENT 
SUCH AS FUEL TANK KITS, ROAD BUILDING EQUIPMENT, POL BARGE STOR- 
AGE. THE CIP LEVEL ALSO EXCLUDES FINANCING THE FINAL 12.5 THOUSAND MT 

OF THAI RICE. EXCEPT FOR POL, PL 480 FREIGHT AND PUBLIC SECTOR, 

THE FOREGOING REPRESENTS APPROXIMATELY THE SAME RATE OF CIP 
UTILIZATION AS LAST YEARS, I.E., LICENSING IN FY 74 IN DOLLAR TERMS 
AS IN FY 73, BUT ACTUALLY A REDUCED REAL LEVEL OF LICENSING CON- 
SIDERING WORLDWIDE INFLATION AND DOLLAR DEVALUATION. THE CIP 
AMOUNT SHOZG INCLUDES ONLY SUFFICIENT CARRY-IN TO FY 75 TO 
PROVIDE FOR OPENING OF LETTERS OF COMMITMENT (A CONTINUING PROBLEM 
FOR CAMBODIA) IN THE INITIAL PERIOD OF FY 75 AND FOR WHICH FUNDS 
NEED TO BE OBLIGATED PRIOR TO THE ADVENT OF THE NEW FISCAL YEAR. 

THE FOLLOWING IS A TABULATION OF CIP LICENSING (OR EQUIVALENTS) 

IN FY 1973 LICENSING PROJECTION THROUGH DECEMBER 31, 1973, AND 
LICENSING THROUGH JUNE 30, 1974 

IN MILLIONS OF DOLLARS 



TYPE FY 73 12/31/73 1/1-6/30/74 TOTAL 74 



U.S. SOURCE 29.5 

PUBLIC SECTOR ( .9) 
941 SOURCE 2.6 

PD-31 SOURCE 2.8 
POL 4.7 9.0 

THAI RICE & TRANSP 1 
SECRET 



10.4 

1.4 

3.9 

2.8 

12.2 
1.0 9.4 



17.3 27.7 
2.1 3.5 

3.0 6.9 

1.3 4.1 

21.3 

0 9.4 
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PL 480 FREIGHT 0 
CONTINGENCY 

49.7 45.7 



5710. 15.1 23.8 

1.0 1.0 

52.0 97.7 



(H) END THE OVERVALUATION OF THE OFFICIAL EXCHANGE RATE. THE RIEL 
SHOULD BE DEVALUED SO AS TO BRING IMPORT PRICES (AND THE COST 
OF LIVING OF THE RICH IN PHNOM PENH) INTO BETTER BALANCE WITH 
THE WORKING CLASS COST OF LIVING. THIS WILL REQUIRE ACHIMMEDIATE 
CHANGE FROM THE CURRENT LEVEL FROM 300 RIELS TO THE DOLLAR TO 
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400 TO 425 RIELS TO THE DOLLAR. AT THIS LEVEL IT WOULD 
APPROXIMATE THE BLACK MARKET RATE, WHICH WITH SOME CHANGE IN 
FOREIGN EXCHANGE REGULATION COULD APPROPRIATELY BE 
USED AS AN INDICATOR FOR FUTURE DEVALUATION. SHOULD THE GKR 
(OR THE IMF) BALK, WE SHOULD BE PREPARED TO TAKE THE POSITION 
THAT THE KHMER GOVERNMENT MAY SET 

SECRET 
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THE EXCHANGE RATE ON ITS OWN OR THIRD COUNTRY RESOURCES AS IT 
SEES FIT, BUT THAT US FUNDED IMPORTS OF ALL TYPES (CIP, ESF, RICE) 

CAN ONLY BE SOLD FOR RICE AT THE EQUIVALENT OF THE FREE MARKET 
RATE. REMOVAL OF THE RIEL'S OVERVALUATION WOULD HELP CHANNEL 
CAMBODIA EXPORT RECEIPTS INTO THE OFFICIAL EXCHANGE SYSTEM. IT 
WOULD HAVE A RADICAL DEFLATIONARY IMPACT. ADDITIONAL MONETARY 
ABSORPTION FROM THIS MEASURE WOULD BE ON THE ORDER OF 10 BILLION 
RIELS. 

(I) ATTEMPT A REFORM OF THE PRESENT FISCAL AND CUSTOMS SYSTEM, 
WHICH IS CHARACTERIZED BY A MULTIPLICITY OF TAXES (MORE THAN 50), 
MOST OF WHICH YIELD LITTLE, AND WHICH ARE LESS AND LESS 
ENERGETICALLY COLLECTED. TARGET SHOULD BE AN ADDITIONAL FOUR 
BILLION RIELS IN 1974, AUGMENTED THEREAFTER BY A PERCENTAGE AT 
I EAST EQUIVALENT OT THE INCREASE IN THE MONEY SUPPLY. ONE 
INSTRUMENT MIGHT BE PERCENT SALES TAXES ON TRANSACTIONS (OTHER 
THAN FOOD); DOMESTIC, IMPORT, REAL ESTATE. THESE TAXES HAVE 
PROVED THE MOST EFFECTIVE IN UNDERDEVELOPED COUNTRIES. WE MIGHT 
ALSO SUBSTITUTE AN EASY TO COLLECT EXCHANG TRANSACTIONS TAX FOR 
CUSTOM DUTIES. ONE OR TWO SIMPLE SUMPTUARY TAXES (FOR EXAMPLE ON 
VILLAS) SHOULD ALSO BE ENFORCED. COLLECTION SHOULD BE PUT IN THE 
HANDS OF A SPECIAL OFFICE OPERATING UNDER THE PRESIDENT'S 
AUTHORITY; A TEAM OF FOREIGN EXPERTS WORKING UNDER SINGLE 
DIRECT AUTHORITY WOULD BE REQUIRED. THE BEST SOURCE FOR THE 
SECRET 
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LATTER WOULD BE AN AMERICAN FOUNDATION (ASIA OR FORD). 

(J) MAINTAIN THE 253,000-MAN CEILING IN FANK FORCE 

STRUCTURE, WHILE FILLING UP THE MANEUVER UNITS BY RECRUITMENT; 
LIMIT FANK MATERIEL EXPENDITURES. WE HAVE STARTED DETAILED BUDGET 
DISCUSSIONS WITH THE GKR TO THIS END. 

(K) PRACTICE REALISTIC PRICES FOR PETROLEUM, ELECTRICITY, 

AND WATER. 

12. ADDITIONAL ANNUAL IMPACT OF THESE ACTIONS ON THE GKR 
MONETARY BUDGET WOULD BE AS FOLLOWS (IN MILLIONS OF RIELS): 

RECEIPTS EXPENDITURES NET 

(A) FLOOD THE RICE MARKET PLUS 1600 - PLUS 1600 

(B) RAISE RICE PRICES AND 
COMPENSATE BY INCREASES IN 
SERVANT AND NON-INTERVEN- 
TION MILITARY SALARIES PLUS 5800 -5080 PLUS 720 

(C) INCREASE THE PRIM D'lNTER- 

VENTION BY 500 RIELS - -720 -720 

(D) RAISE SALARIES FOR CIVIL 

SERVANTS AND MILITARY - -6100 -6100 

(E) REMOVE CONSTRAINTS ON IMPORT 
DEMAND (WE ASSUME AN UNREDUCED 
IMPORT VOLUME, WITH INCREASED 
DEMAND BEING ABSORBED IN 

THE EXCHANGE RATE) 

(F) STIMULATE DOMESTIC PRO- 
DUCTION (THIS WILL INCREASE 
THE AVAILABILITY OF DOMESTIC 
GOODS, RATHER THAN IMPACT 
ON MONETARY DEMAND) 

(G) CREATE REFUGEE AND RE- 
SECRET 
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SETTLEMENT ORGANIZATION - -3200 -3200 

(H) MAINTAIN CONSTANT LEVEL 
OF CIP FINANCED INPUTS 

(I) ACCELERATE RIEL 
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DEVALUATION PLUS 10000 - PLUS 10000 

(J) REFORM FISCAL SYSTEM PLUS 4000 - PLUS 4000 

(K) MAINTAIN FANK BUDGETARY 
CEILINGS 

(L) REALISTIC 
PRICES FOR POL, 

ELECTRICITY, WATER 

TOTALS PLUS 17800 -15100 PLUS 2700 

13. IF THE ENTIRE PROGRAM WERE REALIZED, THE 1974 
MONETARY GAP WOULD BE AN ESTIMATED 12.7 BILLION RIEL. 

THIS WOULD CONTAIN THE MONETARY EXPANSION IN 1974 TO SLIGHTLY 
LESS THAN 1973, OR 33 PERCENT. HOWEVER THE RATE OF PRICE 
INFLATION SHOULD FALL FROM THE PRESENT EXORBITANT LEVEL 
TOWARDS A LEVEL DEFINED BY MONETARY EXPANSION. 

SECRET 
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ACTION SS-30 

INFO OCT-01 ISO-OO /031 W 

005642 

R 01 1200Z DEC 73 

FM AMEMBASSY PHNOM PENH 

TO SECSTATE WASHDC 4017 

INFO AMEMBASSY BANGKOK 

AMEMBASSY SAIGON 

CINCPAC 

COMUSSAG 

SECRET SECTION 5 OF 5 PHNOM PENH 13325 
EXDIS 

14. OUR MONETARY GAP ANALYSIS IS AS FOLLOWS: 

(BILLION RIESLS) 

I. EXPANSIONARY FACTORS 

A. GKR EXPENDITURES (EXCLUDING RICE) GKR SALARIES 

INCLUDING 15 PERCENT PAY RAISE, RICE INCREASE.ETC. (58.6) 
MATERIEL (13.8) 72.4 

B. EXPORTS 

ESTIMATED AT $20.0 MILLION BY EXCHANGE RATE OF 475 9.5 

C. INVISIBLE EXPORTS 
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ESTIMATED AT $ 1 2.0 MILLION BY 475 RIEL 5 .7 

D. U.S. EXPENDITURES (INCLUDING VOLAGS) 

ESTIMATED AT $9.0 MILLION BY 475 RIEL 4.3 

E. CHANGE IN CREDIT 

ESTIMATED 4.0 BILLION 4.0 

95.9 

H. CONTRACTIONARY FACTORS 

A. NOUVEAU MARCHE SALES 

ESTIMATED AT $35 MILLION BY 475 16.6 

SECRET 
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B. CHANGE IN ADVANCE DEPOSITS 

ASSUMED TO BE DROPPED -1.5 

C. CIP LICENSING DEPOSITS 

I. U.S. SOURCE (ASSUMED 20 PERCENT OF 475 BY 

10 PERCENT OF $30.0 MILLION) (1.1) 

2. NON-U.S. SOURCE (ASSUMED 20 PERCENT OF 475 
BY 25 PERCENT OF $25 .0 MILLION) 3 .5 

D. CIP PAYMENTS 

1. U.S. SOURCE (ESTIMATED $23.4 MILLION) 

AT VARIOUS EXCHANGE RATES 

2. NON-U.S. SOURCE (ESTIMATED 19.0 MILLION) 3.5 

E. PL 480 LICENSING DEPOSITS (EXCLUDING RICE) 

25PERCENT OF $ 1 2 MILLION 1 .4 

F. PL 480 PAYMENT 

75 PERCENT OF $ 12 MILLION 4.3 

G. GKR REVENUES 20.0 

H. INVISIBLE IMPORTS 

(ESTIMATED $20 MILLION BY 475) 9.5 

I. BOND SALES TO PUBLIC 

J. TIME DEPOSITS 

(EXPECTED INCREASE WITH HIGH INTEREST RATES) 4.0 

SUBTOTAL CONTRACTIONARY 67.2 

K. IMPORTED RICE SALES 

200,000 RICE AT 80,000 RIEL PER TON 16.0 

TOTAL CONTRACTIONARY 83.2 

MONETARY GAP 12.7 

MONEY SUPPLY INCREASE 12.7 

MONEY SUPPLY 1 2/74 51.3 

PERCENT INCREASE FROM DECEMBER 1973 33 PERCENT 

PART IV: ACTION 

15. RECOGNIZE THAT MANY OF THE ABOVE 
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J COFVEND ATION S ARE DEPART- 
URES FROM PAST POLICY. WE ARGUE THAT THERE IS NO POINT IN 
POURING OUT MILLIONS OF DOLLARS, ONLY TO HAVE THE GKR COME APART 
SECRET 
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IN AN INFLATION WE HAVE NOT ATTEMPTED TO CONTROL. 

16. RECOGNIZE ALSO THAT ALTHOUGH MANY OF THE PROPOSALS WOULD 
APPEAL TO THE FUND, THIS PACKAGE WILL PROBABLY PUT US ON A 
CONFRONTATION COURSE WITH THE IMF. TWO ASPECTS CAN CAUSE PARTICU- 
LAR REACTION ON THE PART OF THE FUND: THE DRASTIC DEVALUATION OF 
THE EXCHANGE RATE, AND THE AGGRESSIVE AMERICAN ROLE IN 
ORGANIZING ECONIMIC POLICY WITH THE GKR. 

17. WE CANNOT ESTIMATE HOW DIFFICULT IT WOULD BE FOR 
WASHINGTON AGENCIES TO OVERCOME THE IMF REACTION. 

CERTAINLY FROM THIS END WE WOULD BE PREPARED TO MAKE 
EVERU POSSIBLE EFFORT TO PERSUADE RESIDENT REPRESENTATIVE 
EVERS OF THE VALIDITY AND NECESSITY OF OUR APPROACH. 

HOWEVER, WE BELIEVE THAT WE MUST NOW FACE UP TO THE FACT 
THAT THE IMF APPROACH TO ECONOMIC POLICY HAS BEEN TOO 
LITTLE AND TOO LATE, FOCUSSED ON SECONDARY FOREIGN 
EXCHANGE MARKET MANAGEMENT CONSIDERATIONS, AND NOT RPT 
NOT ON THE CONTROL OF INFLATION AND THE SURVIVAL OF THE 
ECONOMY. (SEE PHNOM PENH 9249/030935 SEP 73). FOR MUCH 

OF THE LAST THREE YEARS THE EXCHANGE RATE HAS BEEN 
OVERVALUED, BECAUSE OF (A) THE UNWILLINGNESS OF THE GKR TO 
FORCE UP THE PRICES OF THE IMPORTED GOODS OF WHICH THE 
PHNOM PENH ELITE IS THE MAIN CONSUMER (TAXING THE SOLDIERS, 

THE CIVIL SERVANTS AND THE POOR BY RISING PRICES HAS NO 
FAR BEEN LESS DANGEROUD POLITICALLY), AND (B) THE 
DESIRE OF FUND REPRESENTATIVES TO QTE MANAGE THE RATE 
UNQTE AND TO ADOPT A POSITION BETWEEN THE KHMER AND U.S. 

THIS OVERVALUATION HAS DEPRIVED OUR IMPORT PROGRAMS OF 
A SIGNIFICANT PART OF THEIR ABSORPTIVE EFFECT, AND IS 
ONE OF THE REASONS WE NOW HAVE RUNAWAY INFLATION. WE 
BELIEVE WE MUST NOW MAKE AN ALL-OUT EFFORT TO MOVE 
THE IMF AND TO GET THEM TO FACE UP TO THE BASIC PROBLEMS 
IN CAMBODIA. CONTINUED COMPROMISE IS SIMPLY TOO COSTLY IN 
TERMS OF U.S. INTEREST. 

18. AS INDICATED PREVIOUSLY, IT WILL BE NECESSARY FOR 
THE ECONOMIC AID PROGRAM TO HAVE $103 MILLION IN NEW 
OBLIGATIONAL AUTHORITY (NOA) IN FISCAL YEAR 1974, OR 
$28 MILLION MORE THAN THE $75 MILLION REQUESTED OF THE 
CONGRESS. 

SECRET 
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19. WE EXPECT THAT THE GOVERNMENT WILL CHANGE IMMEDIATELY 
AFTER THE UNGA CONSIDERATION OF THE KHMER QUESTION 
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DECEMBER 4/5, WITH IN TAM WITHDRAWING. WE PROPOSE TO 
WORK TOWARDS ADOPTION OF THIS PROGRAM BY THE SUCCESSOR 
GOVERNMENT AS A BAIS FOR STABILIZING THE POLITICAL 
AND ECONOMIC SITUATION IN CAMBODIA. SUCH ACTION WILL 
BE HIGHLY DESIRABLE IF THE GKR SURVIVES THE CHALLENGE IN THE 
UNGA. IT WILL BE ESSENTIAL IF THE GKR FAILS IN NEW YORK. 

ENDERS 

SECRET 
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